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Part A - Multiple-choice Questions 
(Each question is worth 1.5 marks, for a total of 45 marks) 


Candidates SHOULD answer all THIRTY (30) multiple-choice questions on the multiple-choice 
answer sheet provided at the end of this exam paper. Choose the one alternative that best completes 
the statement or answers the question. Then circle your choice of answer on the answer sheet 
provided on page 10 of this exam paper. 


1) 


2) 


3) 


4) 


5) 


6) 


Which of the following are critical to a company trying to reach the top of the "Company Value 


Pyramid"? 

A) High quality strategic management. 
B) Access to capital. 

C) An open marketplace. 

D) AI! of the above. 


The theory that suggests specialisation by country can increase worldwide production is 


A) 
B) 
C) 
D) 


The theory of foreign direct investment. 
The theory of working capital management. 
The international Fisher effect. 

The theory of comparative advantage. 


Which of the following is an advantage of fixed exchange rates? 


A) 
B) 
C) 
D) 


Consistent with economic fundamentals. 

Greater stability in prices for the conduct of trade. 
Central banks maintain greater foreign reserves. 
Enhances economic growth. 


What is the single most important mandate of the European Central Bank? 


A) 
B) 
C) 
D) 


The 


Price, in euros, all products for sale in the European Union. 
Establish an EMU trade surplus with the United States. 

Promote price stability within the European Union. 

Promote international trade for countries within the European Union. 


includes all international economic transactions with income or payment flows 


occurring within the year. 


A) 
B) 
C) 
D) 


Current account. 
Financial account. 
Capital account. 
IMF account. 


Of the following, which is NOT a part of J-curve adjustment path? 


A) 
B) 
C) 
D) 


The quantity adjustment period. 

The exchange rate pass-through period. 

The currency contract period. 

Each of the above is part of the J-curve adjustment path. 


7) 


8) 


9) 


10) 


11) 


12) 


13) 
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In the foreign exchange market, seek all of their profit from exchange rate changes 
while seek to profit from simultaneous exchange rate differences in different markets. 


A) Wholesalers; retailers. 

B) Central banks; treasuries. 
C) Dealers; brokers. 

D) Speculators; arbitrageurs. 


It is characteristic of foreign exchange dealers to: 


A) Actas market makers, willing to buy and sell the currencies in which they specialise. 

B) Bring buyers and sellers of currencies together but never to buy and hold an inventory of 
currency for resale. 

C) Trade only with clients in the retail market and never operate in the wholesale market for 
foreign exchange. 

D) All of the above are characteristics of foreign exchange dealers. 


Suppose that one year ago the spot rate of US dollars for Canadian dollars was US$1/C$1. Since 
that time the rate of inflation in the US has been 4% greater than that in Canada. Based on the 
theory of Relative PPP, the current spot exchange rate of US dollars for Canadian dollars should 
be approximately 


A) US$0.96/C$1. 

B) US$1.04/C$1. 

C) USS$I/C$1. 

D) Relative PPP provides no guide for this type of question. 


Assume a nominal interest rate on one-year Australian Treasury Notes of 4.60% and a real rate 
of interest of 2.50%. Using the Fisher Equation, what is the approximate expected rate of 
inflation in Australia over the next year? 


A) 2.05%. 

B) 2.10%. 

C) 2.00%. 

D) 1.90%. 

A foreign currency contract calls for the future delivery of a standard amount of 
foreign exchange at a fixed time, place, and price. 

A) Futures. 

B) Option. 

C) Swap. 

D) Forward. 


The price at which an option can be exercised is called the 


A) — Spot rate. 

B) Strike price. 
C) Commission. 
D) Premium. 


The most widely used reference rate for standardised quotations, loan agreements, or financial 
derivative valuations is the 


A)  LIBOR. 

B) One-year US Treasury Bill. 
C) Federal funds rate. 

D) Federal Reserve Discount rate. 


14) 


15) 


16) 


17) 


18) 


19) 


20) 
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is the possibility that the borrower's credit worthiness is reclassified by the lender at 
the time of renewing credit. is the risk of changes in interest rates charged at the time 
a financial contract rate is set. 


A) Credit risk; Interest rate risk. 
B) Credit risk; Repricing risk. 
C)  Repricing risk; Credit risk. 
D) Interest rate risk; Credit risk. 


The spot exchange rate can be viewed as a triangulation of which three general forces? 


A) Balance of payments, forward margins, relative interest rates. 
B) Parity conditions, balance of payments, asset market. 

C) Relative inflation rates, current account balances, speculation. 
D) Asset market, portfolio investment, interest rate parity. 


A major Australian multinational company has forecast the euro/A$ rate to be €1.10/A$1 one 
year hence, and an exchange rate of A$1.40 for the British pound (£) in the same time period. If 
cross-currency consistency of forecasts holds, what does this imply the company's expected rate 
for the euro per pound to be in one year? 


A) €1.54/£. 
B) £1.40/€. 
C) €1.40/£. 
D) £1.54. 


exposure deals with cash flows that result from existing contractual obligations. 


A) _ Translation. 
B) _ Transaction. 
C) Operating. 
D) Economic. 


Which of the following is NOT a source of transaction exposure? 


A) — Selling credit on goods whose prices are stated in foreign currency. 

B) Being party to an unperformed foreign exchange contract. 

C) Lending funds whose repayment is due in foreign currency. 

D) Consolidating foreign currency financial statements of subsidiaries into a single reporting 
currency. 


What type of international risk exposure measures the change in present value of a company 
resulting from changes in future operating cash flows caused by any unexpected change in 
exchange rates? 


A) — Transaction exposure. 
B) Accounting exposure. 
C) _ Translation exposure. 
D) Operating exposure. 


Translation exposure may also be called exposure. 


A) — Transaction. 
B) Currency. 
C) Operating. 
D) Accounting. 


21) 


22) 


23) 


24) 


25) 


26) 


27) 
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Other things equal, a company that must obtain its long-term debt and equity in a highly illiquid 
domestic securities market will probably have a _ 


A) — Relatively low cost of capital. 

B) Cost of capital that we cannot estimate from this question. 
C) Relatively high cost of capital. 

D) Relatively average cost of capital. 


The optimal capital budget: 


A) Occurs where the marginal cost of capital equals the marginal rate of return of the 
opportunity set of projects. 

B) Is an illusion found only in international finance textbooks. 

C) Is typically larger for purely domestic companies than for MNEs. 

D) None of the above. 


Which of the following is the typical sequence when sourcing capital abroad? 


A) An international bond issue, then an international bond issue in the target market, then 
cross listing the outstanding issues on other exchanges. 

B) An international bond issue, then cross listing the outstanding issues on other exchanges, 
then an international bond issue in the target market. 

C) An international bond issue in the target market then cross listing the outstanding issues 
on other exchanges, then an international bond issue. 

D) Cross listing the outstanding issues on other exchanges, then an international bond issue, 
then an international bond issue in the target market. 


Which financial economists are most closely associated with the financial theory of optimal 
capital structure? 


A) Black and Scholes. 

B) Markowitz and Sharpe. 

C) Modigliani and Miller. 

D) Fama, Fisher, Jensen, and Roll. 


In some respects, internationally diversified portfolios are the same in principle as a domestic 
portfolio because: 


A) _ Investors are trying to reduce systematic risk. 

B) _ Investors are trying to reduce the total risk of the portfolio. 

C) The investor is attempting to combine assets that are perfectly correlated. 
D) AI! of the above. 


The Sharpe measure uses as the measure of risk and the Treynor measure uses 
as the measure of risk. 


A) Standard deviation; variance. 
B) Beta; standard deviation. 

C) Standard deviation; beta. 

D) Beta; variance. 


The potential disadvantages of operating abroad include all of the following EXCEPT: 


A) Higher agency costs. 

B) Political risk. 

C) Limited economies of scale. 
D) Foreign exchange risk. 


28) 


29) 


30) 
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The OLI paradigm is an attempt to create a framework to explain why MNEs choose 
rather than some other form of international venture. 


A) Joint ventures. 

B) Foreign direct investment. 
C) Licensing. 

D) Strategic alliances. 


Which of the following can be a basis for making the original decision to invest in a foreign 
country? 


A) Financial analysis. 
B) Strategic analysis. 

C) Behavioural analysis. 
D) AI! of the above. 


MNEs should invest in a foreign project: 


A) Only if they can earn a risk-adjusted return greater than that earned by the parent 
company. 

B) Only if the risk is less than that of locally based competitors on the same project. 

C) Only if they can earn a risk-adjusted return greater than locally based competitors on the 
same project. 

D) Only if the risk is less than that of the parent company. 
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Part B - Short-answer Discussion Questions 


(Each question is worth 10 marks, for a total of 30 marks) 


Candidates SHOULD choose any THREE (3) of the SEVEN (7) short-answer discussion questions 


1) 


2) 


3) 


4) 


5) 


6) 


7) 


below and write your answers in the Answer Books provided. Number each answer carefully. 


Briefly explain each of the components of the weighted average cost of capital (WACC), and 
how they differ for an MNE compared to a purely domestic company. 


What do theory and empirical evidence say about capital structure and the cost of capital for 
MNEs versus their domestic counterparts? Briefly discuss. 


List and briefly explain three competitive advantages of multinationals and give an example of 
each. 


Briefly discuss and critically evaluate (a) licensing; and (b) joint ventures as means of foreign 
participation. 


Define portfolio risk. Briefly outline the principle of portfolio risk reduction. Briefly discuss 
the role of foreign exchange risk in portfolio risk. 


Outline briefly the complexities of capital budgeting for a foreign project. What are the 
differences between parent evaluation and foreign project evaluation? Briefly discuss. 


Does foreign currency exchange hedging both reduce risk and increase expected value? Briefly 
discuss the arguments for and against currency risk hedging. 
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Part C - Problem Questions 
(Question 1 is worth 15 marks and Question 2 is worth 10 marks, for a total of 25 marks) 


Candidates SHOULD answer the TWO (2) problem questions below in the answer book provided. 
Number each answer carefully and show ALL workings 


John is interested in inter-bank arbitrage. Suppose that the following exchange rates are 
available to him and that he may either buy or sell at these rates. 


Citibank, New York US dollars per euro 0.77495/€ 
Barclays Bank, London US dollars per pound sterling 0.67782/£ 
Deutsche Bank, Frankfurt Euros per pound sterling 0.89283/£ 


(a) Does an opportunity exist to profit from arbitrage between the three markets? In other 
words, is triangular arbitrage possible? Explain your answer. 


(b) If John has US$1 million to arbitrage with, what would be the result (profit or loss) from 
triangular arbitrage? Illustrate and explain your answer, and show all workings. 
(15 marks) 


Suppose that due to extreme political and economic pressures (in early 2001), the Turkish 
government found it necessary to devalue the Turkish lira (TL) by 25%. Suppose also, that the 
day before the official devaluation was announced the spot exchange rate was TL71000/USD. 


(a) What was the exchange rate after the 25% devaluation? 


(b) Within three days the lira had moved to TL105000/USD. What percentage change was 
this from the pre-devaluation rate? (10 marks) 


Formulas 


C+I+G+x-M 
(X — M) + (CI—- CO) + (FI- FO) + FXB 
{(ending rate — beginning rate)/beginning rate }*100 
{(beginning rate — ending rate)/ending rate}*100 
{(Ask price — Bid price)/Ask price}*100 
1=r+7 
S53. 100-8 -i*, 
Ay : eee 
5, 1+i* 
[(Forward rate — Spot rate)/Spot rate]*(360/n)* 100 
[(Spot rate — Forward rate)/Forward rate]*(360/n)* 100 


Spot Rate — (Strike Price + Premium) 


Premium — (Spot Rate — Strike Price) 
Strike Price — (Spot Rate + Premium) 
Premium — (Strike Price — Spot Rate) 
(R, — R»/o, 
(Rp — Re/Bp 
k.E/V + kg(1 — t)D/V 
kip + Bik — kre) 
CoVim/ Om 

Wa'Ga + Wa Op + 2WaW5 PazOaOn 
W,E(Ra) + WaE(Rs) 
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Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 
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